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Students’ Department
Edited by H. A. Finney

Note—In presenting these answers to the auditing questions of the
American Institute examination of May, 1921, the editor of this department
wishes to caution the reader against assuming that the answers are official.
The board of examiners has not seen the answers, still less approved them.
AMERICAN INSTITUTE OF ACCOUNTANTS
Examination in Auditing
May 18, 1921, 9 A. M. to 12:30 P. M.
Answer all of the following questions:
1. You are engaged to make a balance-sheet audit of the A. B. Co.,
a corporation trading in certain patented machines, of which it owns the
patents, and in certain accessory materials necessary to their operation.
The company owns no plant but buys its stock-in-trade from the actual
manufacturers. The bulk of its business consists of outright sales, but it
also leases some of its machines at a nominal rental under contracts which
bind the lessees to buy from itself all the accessory materials. It owns four
patents, which are 20, 19, 18 and 5 years old respectively. For the first
three patents it gave practically all of its capital stock and some cash;
the remaining patent covers valuable improvements on the original ma
chines invented by one of the officers and is assigned to the company
without compensation, but the company has charged the expenditures,
including part of officers’ salaries, on these improvements to the property
account. No amortization of the patents has ever been charged off.
On your arrival at the company’s office on January 15, 1921, the follow
ing balance-sheet of December 31, 1920, is handed to you:
BALANCE-SHEET—DECEMBER 31, 1920
Assets
(a) Cash: in banks ..................................................................... $....
“ petty cash fund .................................................. $. ... $....
(b) Notes receivable: trade, officers’ and other, mingled in
one account without distinction .....................................
$....
(c) Accounts receivable: trade, officers’ and other, not classi
fied and no provision for bad debts ......................
$....
(d) Investments: stocks, treasury stock and Liberty and other
bonds, at cost, which is higher than present market value
$....
(e) Inventories: from perpetual inventory book, no actual in
ventory ever having been taken ....................................
$....
(f) Contract machines: machines leased under contract, the
cost values thereof being about 25% of the total amount
charged to this account, the difference being said to be
the cost of building up this particular part of the business
in past years ............................................................ ........
$....
(g) Property account, includes cost of patents, expenditures
for improvements thereon, patterns, designs, office fur
niture and fixtures, etc., not classified in any way......... $....
Total assets ..................................................................
$....
Liabilities
(h) Notes payable: trade andbanks, notclassified .................... $....
(i) Accounts payable: trade .................................................. $....
Total liabilities ...........................................................
$....
(j) Capital stock: authorized andoutstanding ........................... $....
Surplus .................................................................................. $....

Net worth .........................................................................
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State how you would proceed to verify each item of the foregoing
balance-sheet, in view of the facts submitted, and also what steps, if any,
you would require the company to take before you would sign an unquali
fied certificate.
(Number each answer to correspond with the item number on the
balance-sheet.)
Answer to Question 1. (a) Each bank should be asked for a statement
showing the balance in bank on January 15, 1921, and on December 31,
1920.
Bank reconciliations should be made as of January 15th,
and the cash book transactions for the first half of January vouched
and footed, the disbursements for the fifteen days being added to
the balance at January 15th and the receipts deducted, thus proving
the balance as of December 31st. A bank reconciliation for each
bank should then be made as of December 31st. Inquiry should be made
to determine whether there are any liens against the bank deposits or
whether they may be checked against at the option of the management.
All bank balances should be verified at the same time so as to prevent
transfers from one bank to another in an attempt to cover a shortage.
The petty cash fund should be counted on the 15th of January; the
cash in the fund and the petty vouchers for disbursements since the last
replenishment should equal the round amount established for the fund.
The transactions since the end of December should be taken into con
sideration in determining the amount of the fund at December 31st, and
if the fund was not replenished at that date and the expenses charged
up the auditor should make adjustments to place all of the December
expenses on the books and reduce the fund appearing in the balance-sheet
to the actual cash on hand at the end of the year.
(b) The notes receivable account should be analyzed to determine the
amount due from trade debtors, from officers and from others, and these
should be separately shown in the balance-sheet. An inspection of the
notes on hand should be made to ascertain whether the balance of the
account is represented by actual notes. If this inspection shows that any
notes carried in the notes receivable account are past due, they should be
taken out of the notes receivable account and shown on the balance-sheet
as notes receivable past due. Until recently it was standard practice to
charge back dishonored notes to the debtors’ personal accounts and allow
them to remain there, but the modern tendency is to charge them to a
dishonored notes account. When this is done they may be passed through
the debtor’s account to show the fact of dishonor for credit purposes.
If past-due notes are found, the question of a reserve for possible loss
should be considered.
The credit side of the notes receivable account should be analyzed to
see whether it has been the practice to credit this account when notes are
discounted. If this proves to be the case, it is important to determine the
amount of unmatured notes still outstanding under discount and to show
this contingent liability on the balance-sheet. At the same time the auditor
should find whether there are any matured notes which have been dis
counted and have not been paid by the makers, as these will probably
have to be paid by the client.
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(c) The accounts receivable due from trade debtors should be separated
from those due from officers and others for several reasons. In the first
place, there is no probability of an officer’s account being paid promptly,
for it is not subject to credit terms as in the case of accounts receivable
from customers. Hence an officer’s account is not a true current asset
and it should not be merged with the current asset of accounts receivable
in the balance-sheet. In the second place, the ratio between accounts
receivable from trade debtors at the end of the period and the sales
made during the period is an indication of the age of the accounts and
the promptness with which credit sales are being collected. If officers’
accounts are included with the trade accounts, this ratio is disturbed and
a greater proportion of sales will appear to be uncollected than is really
the case. In the third place, the stockholders who examine the balancesheet are entitled to the information that the funds of the company are
being tied up in advances to officers.
The individual accounts should be scheduled and the total of the
schedule should agree with the controlling account, if one is kept. If it
is possible to obtain the consent of the management, the trade debtors
should be circularized as this is the only positive way to verify the
balances. If the concern sends out consignments, the method of recording
them should be investigated to see whether consignees are treated as
customers and consignments are put through the books as sales and
charged to trade debtors’ accounts. If this is found to be the case, a
statement should be called for from each consignee; any sales of con
signed goods made by the consignee prior to December 31st and not settled
for by him at that date should be shown as accounts receivable, and the
goods unsold in his possession should be included in the inventory. Inquiry
should be made to ascertain whether it is the practice to assign accounts,
as there may be a contingent liability arising out of such transactions.
In determining the proper reserve to set up for bad debts, it will
probably be impossible to apply any percentage method because of the
fact that no reserve has been set up in the past; this indicates laxness
in accounting for bad-debt losses and where such laxness exists the auditor
will be unlikely to find data showing past losses which he can utilize in
estimating future losses. It will therefore be necessary to make an
examination of each customer’s account to determine the probability of
its collection. In making this examination, the age of the account will
be an important fact to consider, but the auditor should not be satisfied
by merely finding entries of a recent date. He should note whether the
balance of the account is represented by these recent entries or whether
there are old, unsettled items running back for some time and followed
by recent, paid invoices. If this is the case, there is evidence that the
old items are in dispute and may never be collected. Of course, this is
not conclusive evidence, but the auditor should make inquiry as to the
cause of such an unusual condition. Even when this condition does not
exist and recent collections have been made, the collections may be so
small in comparison with the balance as to indicate that the collection of
the entire balance is doubtful. In setting up the reserve, a charge should
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be made to surplus for losses on accounts arising from sales of prior
periods, and a charge to profit and loss for losses arising from sales of
the current period.
(d) The investment securities should be inspected by the auditor, or
if they are out as collateral the holders should be asked for a con
firmation certificate. The amount of treasury stock will be verified in
connection with the investigation of the capital stock accounts, the stock
ledger and the stock certificate stub book which is made for the purpose
of verifying the outstanding stock. All securities should be examined at
the same time, and preferably at the earliest possible opportunity after
beginning the audit. While examining the bonds, the auditor should note
whether any coupons due at a future date have been detached.
The valuation of the stocks and bonds of other companies will depend
on whether they are temporary or permanent investments. When securities
are held as stock-in-trade, which is evidently not the case here since
the company is dealing in machines and accessory material, the securities
should be valued in accordance with the general inventory rule of cost
or market, whichever is lower. If they are not stock-in-trade, but are
held as temporary investments with the intention of converting them
into cash when current funds are needed, they are still current assets
and their valuation on the balance-sheet should reflect any decline in
market value; any loss should be absorbed in the revenue account for
the year in which the decline took place. If the securities are permanent
investments and there is no intention or likelihood of converting them at
current prices, there is no obligation to take up a mere book loss; the
case then becomes analogous to fluctuations in the market value of
fixed assets. While the loss need not be taken up in the accounts, it is
desirable to show present market values in the balance-sheet, and this may
be accomplished by showing the present values in parentheses. If bonds
have been purchased above or below par, the auditor should see that the
premium or discount is being amortized.
There is a difference of opinion as to the proper value to be given to
treasury stock for balance-sheet purposes. In this connection, Mr. Mont
gomery says:
“If purchased by the corporation, cost price is the correct basis of book
entry; if acquired by gift, opinions differ as to the form of entry. The
best authorities sanction the setting up of the stock as an asset at par
value, offsetting this entry by the creation of a reserve or surplus account
which is designated as a capital item, and is clearly differentiated from the
surplus which arises out of profits or which is available for dividends.
. . . For the purpose of a balance-sheet the auditor should use his
discretion and place such a value upon the stock as in his opinion reflects
its actual value.”
On the same point, Mr. Walton wrote as follows:
“The debits to treasury stock account when stock is acquired, should
be for the par of the stock irrespective of whether the purchase price was
par, or more or less than par, or whether the stock was donated. It is
contended by some accountants that it should be put into the account at
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cost or at its estimated market value. Such persons seem to consider
the purchase of its own stock by a company as similar to the investment
of money in the stock of an independent company. In reality, treasury
stock is a reduction of the capital stock for the time being. In the
balance-sheet, it should always be shown as such by being deducted from
the total capital. In this way the total capital is shown, and at the same
time the actual stock outstanding. If the treasury stock is carried in
any other way than at par, this offset cannot be made, since offsetting
items must be of the same character.”
If the treasury stock was purchased at more than par, the excess
should be charged to surplus since the payment included a distribution of
a portion of the surplus to the stockholders. If the payment was less
than par, the difference should be credited to a reserve or to capital
surplus, since the gain did not arise from regular operations.
(e) The perpetual inventory should not be accepted, particularly in
view of the fact that no actual inventories have ever been taken not
withstanding the fact that the company is apparently at least twenty years
old as indicated by the age of its oldest patent. The auditor should insist
upon an actual inventory for balance-sheet purposes, and should recommend
that the book inventory be corrected in the light of the actual inventory.
The inventory may be taken on January 15th or as soon as possible there
after, and adjusted as to quantities at December 31st by reference to the
perpetual inventory for purchases and sales since the first of the year.
After the physical inventory has been taken, the auditor should inspect
a few of the items himself to see that the inventory has been taken in
good faith and is not merely a transcript of the balances of the perpetual
inventory. As the concern does no manufacturing itself but purchases all
of its stock-in-trade, there will be no raw material nor finished goods,
and no problem in the valuation of goods in process. The finished goods
will comprise the entire inventory and these should be valued at invoice
cost or market value at December 31st.
(f) In verifying the existence of the contract machines it would be
essential to inspect the contracts, and it might be desirable to write to
the parties supposed to be holding the machines to obtain their confirmation.
This would detect any contract cancelations. It would also be desirable
to compare the contract lessees with the accounts receivable to see whether
the parties holding the machines are actually buying accessory materials
in accordance with the terms of the contract.
As to the valuation of the account, the seventy-five per cent. said to
represent the cost of building up this particular part of the business in
past years, should certainly be taken out of the account, as it is in the
nature of goodwill and not physical property. The remaining twenty-five
per cent. should be subjected to depreciation, the amount of which would
depend upon the nature and age of the machines.
After the seventy-five per cent. intangible element in the account has
been taken out, the question arises as to whether it should be set up
elsewhere as an asset. If it is an asset at all it is in the nature of goodwill.
It cannot properly appear as an asset unless it represents specific expendi-
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tures made with the intention of developing a continuous business. There
fore an inspection should be made of the books of original entry where
these charges were recorded to ascertain their nature. If the expenditures
are found to have been mere current expenses of the year when the charge
was made, the seventy-five per cent. element should be charged off to
surplus. If the charges were really development expenditures the auditor
should see whether they are proving to be productive. The best evidence
of this will be obtained by the examination of the customers’ accounts
already suggested, to see whether the holders of the contract machines are
an important and productive class of customers.
(g) The property account should be subdivided into accounts with
patents, patterns and designs, office furniture and fixtures, etc.; hence the
account should be analyzed and working papers set up to show the classi
fication. This analysis will probably disclose a great many charges for
expenditures which should never have been capitalized in the first place
and which must now be charged off to surplus.
Having established the actual cost of the various patents, the question
of amortization or depreciation immediately arises. Patents expire in
seventeen years, although their effective life may be extended by new
patents covering improvements of so vital a nature as to virtually amount
to a new patent on the entire device. If the improvements covered by
the new patent are of such a nature as to safeguard the original patent
against infringement, any residual value remaining after writing down
the original patent one-seventeenth each year to the date when the new
patent was obtained, may be spread over the life of the new patent.
Assuming that the patent obtained five years ago was of this nature, the
situation would seem to be as follows:
The first patent, obtained twenty years ago, was fifteen years old when
the last patent was obtained. Therefore, 15/17 of the cost of the first
patent should have been written off five years ago, and must be written
off now. Considering that the new patent virtually renews the old ones,
the residual value of 2/17 which existed five years ago could be spread
over the life of the new patent. Since the new patent is now five years
old, 5/17 of its cost plus 5/17 or 2/17 of the cost of the first patent
should be written off as depreciation during the last five years.
The second patent was obtained nineteen years ago. It was fourteen
years old when the fourth patent was obtained. Hence 14/17 of its cost
should have been written off five years ago; 3/17 could have been carried
forward to be written off during the life of the fourth patent, but 5/17
of this amount should now be written off to cover the depreciation during
the past five years.
The third patent was obtained eighteen years ago. It was thirteen
years old when the fourth patent was obtained. Hence 13/17 of its cost
should have been written off at the end of fifteen years and 4/17 could
have been carried forward; but 5/17 of the amount carried forward should
be written off as depreciation during the last five years.
In making the entries writing off the patents, the portion applicable
to 1919 and prior years should be charged to surplus, and the portion
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applicable to 1920 should be charged to profit and loss. The condition
would be as follows:
Condition five years ago:
Amount which
Amount which should
Age when latest
could have been
have been charged to
carried
patent was taken
surplus during first
fifteen years
forward
15/17
2/17
First patent .... 15 years
14/17
3/17
Second patent .. 14
13/17
4/17
Third patent ... 13 “
The patent account as of five years ago should have had a balance
equal to:
2/17 of the cost of the first patent, plus
3/17 of the cost of the second patent, plus
4/17 of the cost of the third patent, plus
the entire cost of the fourth patent.
This amount should be written off over seventeen years, and five-seven
teenths thereof should be written off by December 31, 1920.
The question states that the company had charged all expenditures,
including part of the officers’ salaries, on these improvements to the
property account. As the officer assigned the patent to the corporation
without compensation, he was evidently working for the company in
perfecting the improvements, and hence at least a portion of his salary
would properly be charged to the patent account. However, the question
uses the plural, “officers,” indicating that a portion of the salaries of
several officers were charged to the patents account although the work
was done by one officer. The auditor should investigate this point. Hav
ing determined the total amount which should properly have been in the
patents account five years ago, a charge should now be made to surplus
for 4/17 of this amount and to profit and loss for 1/17 thereof.
In connection with patents, Mr. Montgomery says: “Patents are
granted in this country for seventeen years, so that a proportionate part
of their cost should be charged off periodically to provide for the writing
off of the entire cost by the expiration date. In many cases a residual
value remains through the building up of goodwill in connection with
the handling of the patent, but this is a different class of asset, and the
auditor is not justified in ignoring the diminishing period.”
While it is true that the auditor would not be justified in disregarding
the depreciation of the patents, it seems to me that it would not be fair
for him to insist upon writing off the patents while ignoring the residual
element of goodwill. Since this company gave the greater portion of its
stock as well as some cash for the original patents, it is probable that
at the present time its capital is largely tied up in them. If the patents
have expired and no other asset has come to take their place, the writing
off of the patents may result in the creation of so large a deficit account
as to indicate that the capital stock is nearly or quite valueless. But the
stock can not be said to be valueless if the operations produce a reasonable
profit annually, sufficient to constitute a fair return on the entire out
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standing stock. If this is the case, it seems evident that while the patents
have been diminishing in value some other asset has been developing which
is producing profits, and this asset is unquestionably goodwill. In my
opinion, therefore, the auditor would be justified in setting up a goodwill
account, provided he is guided by the following restrictions. He should
ascertain the profits for the past few years, including all expenses of
depreciation, patent expiration, etc., as operating charges, and see whether
these profits are a fair return on the stock. If so, the stock would seem
to still have a value since the business regularly produces a fair return
on the original investment. Therefore, the difference between the stock
and the net assets would appear to be goodwill, and actual goodwill
because it is producing profits.
However, goodwill should not be put on the books unless it has been
paid for. In this case the expenditure was originally made for patents,
and these patents have left a residual value in the form of goodwill. Hence
the original expenditure may now be said to have been made for the
acquisition of goodwill; but no more than the original expenditure. There
fore the amount to be set up as goodwill may not exceed the smaller of
two items: that portion of the payment for patents which has now been
written out of the patents account; or an amount which will raise the
net assets or capital to a fairly capitalized value of the net earnings.
And it should be remembered that there is a question of goodwill in con
nection with the seventy-five per cent. of the property account purporting
to represent expenditures in developing the business. The two items of
goodwill, from patent and development expenditures, must not exceed the
limits just set down.
The patterns should be written down to a proper, depreciated value
of those still in use; obsolete patterns should be entirely written off.
The furniture and fixtures account should be depreciated to a fair value
of the assets still in use.
(h) The Federal Reserve bulletin on the preparation of balance-sheets
recommends the following classification of notes payable:
Acceptances made for merchandise or raw material purchased;
Notes given for merchandise or raw material purchased;
Notes given to banks for money borrowed;
Notes sold through brokers;
Notes given for machinery, additions to plant, etc.;
Notes due to stockholders, officers and employees.
This classification might well be followed in this case.

An attempt should be made to determine whether there are any
unrecorded notes. One method is to obtain a list of the banks and
brokers with whom the concern is accustomed to deal, and ask them
for a list of the paper discounted with them or sold through them. An
other method is to analyze the interest account, and ascertain whether
there is a recorded note corresponding to each interest payment.
(i) The individual accounts payable should be compared in total with
the controlling account. The statements from creditors as of December 31st
should be compared with the ledger accounts, and if statements are not
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presented to the auditor they should be demanded, even if this necessitates
sending to the creditors for duplicate statements. Entries in the voucher
record for January, 1921, should be examined and compared with the
invoices to determine whether they should have been recorded in December.
If receiving records are kept, these will be of assistance in locating
purchases made and received in December and not recorded until after
closing the books at the end of the year. If any items of this nature are
found or if there are accrued liabilities at the end of the year, adjusting
entries should be made to put them on the books as of December.
(j) The capital stock outstanding should be verified by deducting the
balance of the unissued stock account, if there is one, and the treasury
stock account from the capital stock account. The stock thus indicated
to be outstanding should be proved by listing the balances of the stock
holders’ ledger and the open stubs of the stock certificate book. The
amount of outstanding stock will thus be shown in three ways and all
three should agree.
The surplus will be directly affected by the changes and adjustments
in the various asset accounts and by a general analysis of the surplus
account to see whether all entries therein are warranted. Any entries
for anticipated profits or other unjustifiable credits should be eliminated.
After making an examination of the profits for 1920, and carrying them
to surplus, the balance to appear in the balance-sheet will have been
ascertained and verified.
2. You are called upon to audit the accounts of December 31, 1920,
of a company incorporated in the state of New York, which owns all
the capital stock of two other companies, one incorporated in Great
Britain and the other in Russia.
No reports have been received from the Russian company since De
cember 31, 1917. All the intercompany transactions have been recorded
on the books at the pre-war rates of exchange. Before giving an unqualified
certificate to the consolidated balance-sheet of these companies at Decem
ber 31, 1920, on what basis would you require the accounts to be stated
in regard to fluctuations in exchange and possible loss on Russian assets,
assuming that the balance-sheet of each company revealed the following
assets and liabilities?
Goodwill
Capital stock
Plant and equipment
Accounts and notes payable
Inventories
Surplus
Accounts receivable
Cash
Answer to Question 2. Before preparing a consolidated balance-sheet
embracing the assets and liabilities of the parent company and its two
subsidiaries, it would be essential to audit the books of all three companies,
or to accept the certified statements of a reputable foreign auditor. This
is out of the question in the case of the Russian subsidiary and this reason
alone would be sufficient grounds for declining to certify to a consolidated
balance-sheet. The consolidation of the Russian assets and liabilities
would be out of the question any way because the consolidated balancesheet would be supposed to show the condition at December 31, 1920, and
no statement has been received from Russia since December 31, 1917.
The best thing to do would be to consolidate the balance-sheets of the
holding company and the British subsidiary and show an account “Invest
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ment in Russian Subsidiary—Net Assets at December 31, 1917.” As this
asset is of doubtful value, if not wholly valueless, a reserve should be
created out of the holding company’s surplus for the entire amount of
the investment account at December 31, 1917. The investment account
should be entered short on the consolidated balance-sheet and the reserve
deducted, no amount being carried out to the asset column. This shows
the condition fully and provides for the entire possible loss.
The indiscriminate use of pre-war rates of exchange is unjustifiable.
Although the exchange situation is badly disturbed at the present time due
to abnormal conditions, the mere fact that the conditions are abnormal
does not justify a departure from the standard accounting principles gov
erning the conversion of foreign assets and liabilities. Current assets in
a foreign country are worth to a parent company or a home office only
what could be obtained for them at current exchange values. The fact
that these values are abnormally low ought to be recognized. The cause
of the low value is immaterial.
Fixed assets should be valued at the rates prevailing at the time when
the assets were acquired. Fixed asset values are not supposed to be
affected by market fluctuations and this rule applies as much to exchange
fluctuations as to other market fluctuations. The goodwill and the plant
and equipment accounts on the subsidiary’s books should therefore be
valued at the dollar cost of the pounds sterling expended for them, using
the rate current at the date when they were acquired. If these assets were
owned by the subsidiary at the date when the holding company acquired
the subsidiary stock, that date would be used to determine the rate appli
cable for conversion.
Current assets and liabilities should be valued at current rates because
the amount which can be realized from current assets and the amount
which will be required to pay current liabilities is directly affected by
the prevailing exchange rate.
The question of the rate to apply to the conversion of the capital stock
and surplus accounts of the subsidiary is somewhat more complex. If
the holding company has carried its account with the investment in the
stock of the British subsidiary in the approved manner, it has charged the
account with the purchase price of the subsidiary stock and with all of the
profits of the subsidiary, and it has credited the account with the dividends
received from the subsidiary and with any losses which the subsidiary
has suffered. These entries for profits, losses, dividends and other inter
company transactions should have been made after giving due considera
tion to the current exchange rates in ascertaining profits. If this con
sideration of current exchange rates had been given, the investment account
on the holding company’s books would represent the sum of two elements:
the value of the net assets of the subsidiary at December 31, 1920,
after making conversions at the rates indicated above;
any goodwill paid for at the time of acquiring the stock.
Since the intercompany transactions have been carried through the ac
counts at pre-war rates, the balance of the investment account on the
holding company’s books will represent
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the value of the net assets of the subsidiary at December 31, 1920, at
pre-war rates;
any goodwill paid for in acquiring the stock.

It is therefore necessary to adjust the investment account by writing it
down and charging the holding company’s surplus an amount sufficient to
reduce the net assets from pre-war rate values to proper values. After
this has been done the British balance-sheet should be drawn up in
dollars by converting the assets and liabilities at the proper rates, and by
absorbing the adjustment in the British company’s surplus account. The
consolidated balance-sheet working papers can then be prepared. That
portion of the investment account on the holding company’s books which
represents the present value of the foreign net assets, should be eliminated,
the balance of the investment account being carried out as goodwill.
As an offset to these eliminations the same amount should be deducted
from the capital stock and surplus of the subsidiary. As the entire net
assets of the subsidiary are taken up, the entire capital stock and surplus
accounts of the subsidiary will be eliminated. None of the British surplus
will be carried to the consolidated balance-sheet because its earnings have
already been taken up by the holding company in its own surplus account.
If the holding company has carried the investment account at its orig
inal cost without passing profits, losses and dividends through it, the
procedure will be somewhat different. The investment account will in
that case not purport to show present values of the foreign net assets,
and no adjustments need be made in the investment account and the
holding company’s surplus on account of the fluctuation in rates. The
book value of the stock at the date of acquisition should be eliminated
from the investment account, and the balance carried out as goodwill.
The subsidiary’s balance-sheet should be converted at the rates already
discussed and the surplus account restated accordingly. The subsidiary’s
capital stock and surplus as shown in the converted balance-sheet will
then show the present value of the net assets. The entire amount of
capital stock should be eliminated, and the amount of surplus at the
date of the acquisition of the stock should also be eliminated. The remain
ing surplus carried out to the consolidated balance-sheet will represent
the increase in surplus since the acquisition of the stock, after giving
proper consideration to the change in rates of exchange.

3. In auditing the accounts of a stock broker, what would be the first
matters to which an auditor should direct his attention? Give reasons
for your answer.
Answer to Question 3. The first things to do in the audit of a stock
broker’s accounts are:
Count the cash on hand and reconcile the bank accounts;
Verify the securities on hand;
Send confirmation forms to all parties holding securities borrowed,
deposited with them as collateral for loans, or in their hands as
transfer agents;
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Send statements to customers and other brokers with whom the client
does business showing long and short stock balances and money
balances, requesting confirmation of the statements or data for
reconciliation.
These things should be done first because they affect items which are
subject to most frequent change and which should therefore be verified
immediately before changes occur.

4. In auditing the December 31, 1920, balance-sheet of a textile mill,
you find that there are large contractual obligations for the purchase and
future delivery of raw cotton at prices considerably above the market
price at that date.
Draft a letter to the client outlining your reason for wishing to qualify
your certificate, if no allusion is to be made in the balance-sheet to the
foregoing fact, and suggesting alternative methods of statement which
would meet with your approval and enable you to append a clear certificate.
Answer to Question 4 Gentlemen: In the course of the audit of your
accounts for the year ending December 31, 1920, I find that at that date
there were a number of large purchase commitments for goods ordered
during the latter part of 1920 under contracts for future delivery and that
these goods were not delivered prior to December 31. If the market
price of the goods thus contracted for had not declined between the dates
of the contracts and the end of the year, it would not be necessary to
give any consideration to the contracts in preparing the balance-sheet as
of December 31, 1920. But the fact that the market prices have declined
makes the matter very important. If the goods had been delivered prior
to the close of the year and were still in the inventory at that date, they
would have been charged to your purchases account at one figure and
would have to appear in the inventory at a smaller figure. This would
mean that 1920 would absorb the loss arising from the decline in market
values, and rightly so, since the loss was caused in that year by buying
goods which decreased in value.
The situation is essentially the same even though the goods have not
been delivered. You contracted in 1920 to take certain deliveries of raw
cotton at fixed prices which are in excess of the present market. These
contracts will be a source of loss to you and you ought to take up the
loss in the year in which it was incurred. Clearly the loss was incurred
in 1920 because you entered into the contracts during that year and the
market decline took place during that year.
Before an accountant can append an unqualified certificate to a balancesheet purporting to show the financial condition of a business at the end
of a year, he must be assured that all losses incurred during the year
have been provided for. Therefore I suggest that a journal entry be made
debiting profit and loss and crediting a reserve for estimated loss on
purchase commitments. The amount of the reserve should be the differ
ence between the contracts for undelivered goods and the market value
of the goods at December 31, 1920.
If you prefer to have me do so I should be willing to show under the
classification of inventories an item “Goods ordered in 1920 for delivery
in 1921—market value $....,” and on the liability side of the balance-
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sheet an item “Purchase commitments for future delivery, $....... ” Thus,
the item would appear on the asset side at market values at December 31,
and on the liability side at contract prices. The difference would, of
course, have to be absorbed in the profit-and-loss account.
Yours very truly,
5. When conducting an audit of the accounts of a corporation, you find
that no allowance has been made for depreciation on buildings, machinery
and plant, and on inquiry you are met with the statement that the appre
ciation on real estate offsets any depreciation that may have taken place
in the physical plant.
Prepare a memorandum for submission to the board of directors, setting
forth your views on the subject.
Answer to Question 5. The depreciation on buildings, machinery and
plant cannot properly be offset against an increase in the market value
of the real estate. In the first place, depreciation is an expense which has
actually accrued due to the use of the property and to the lapse of time,
while the appreciation in real estate is an unrealized profit and one which
will probably not be realized due to the fact that the real estate is not
to be sold. In the second place, the depreciation is an operating expense
which must be taken into consideration in determining the operating profits
for the period; the appreciation in the value of the real estate, even if
it had been realized by a sale, would be an extraneous profit not arising
from regular operations. An actual operating expense should not be
offset against an unrealized extraneous profit.
6. A firm having several branches maintains in its ledger an account
with each branch, and charges to such account all goods sold to the agent
for stock, accounts receivable arising from sales by the branch within
its territory and cash collected by the branch. At the end of the year
the balance of each branch is treated as an ordinary account receivable
and is included in the general debts due the firm. In certifying the accuracy
of the firm’s balance-sheet, would you pass such accounts receivable?
If not, state what objections there are to this method and how you would
deal with the accounts.

Answer to Question 6. After the agency or branch account has been
charged with goods sent for stock, it should not also be charged with the
receivable arising from sales unless it is credited with the goods sold,
and it should not be charged with cash received from customers unless
it is credited with the accounts receivable collected. The proper method
is to charge the branch with goods shipped to it for stock, and credit
the branch with cash collected by the branch and remitted to the home
office. At the end of the period the branch profit should be ascertained
and credited to branch profit and loss and charged to branch current
account on the home-office books. This is probably what is meant by
the question, as this method will result in a branch current account at
the end of the period equal to the amount of stock, accounts receivable and
cash at the branch, minus any accounts payable.
In preparing a balance-sheet for the firm as a whole, the accounts
receivable, merchandise and cash at the branches should be consolidated
with the similar items at the home office. It would be just as incorrect
to show branch merchandise and cash as accounts receivable in the balance
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sheet as it would be to show home-office merchandise and cash as accounts
receivable.
The branch is not a debtor of the home office and the total of the assets
in the possession of the branch belong to the firm and should be shown
in detail on the firm’s balance-sheet.

EFFECTIVE INTEREST RATES
Editor, Students’ Department.
Sir: I have read with great interest some of the articles in the
students’ departments referring to the solution of actuarial problems.
Several suggestions contributed by the readers contained solutions based
on algebraic formulas.
To fully understand the articles referred to above a fair knowledge
of algebra is necessary, yet all the authors anxiously tried to avoid the
use of logarithms. It is an established fact that logarithms are among
the main pillars of mathematics and it seems to me that the theory of
logarithmic calculations is a section of the mathematical science which is
very easily understood and applied to practical problems. Therefore, I
cannot but ask, “Why is it that so many authors prefer to use complicated
algebraic solutions instead of taking refuge in logarithms?” It is much
easier to memorize a formula or to keep a record of same in a notebook
and to travel with Vega’s logarithmic tables, than to rely on “N’s bond
values,” “X’s actuarial tables” and similar publications. For fear of
being misunderstood, I want to state that I do not mean to question the
value of solutions which do not require any knowledge of algebra. On
the other hand, I would hesitate to accept the solution of a complicated
actuarial problem by an accountant who has never penetrated into this
branch of the mathematical science.
Among the problems in actuarial work, the finding of the percentage
offers the greatest difficulties. In most cases the percentage is calculated
by a process of approximation. The reason for this lies in the fact that
a direct solution is almost out of the question if the number of years
entering into the problem exceeds seven; this because an equation of the
N-1 degree, wherein N stands for the number of years, would have to be
solved and a reliable theory, that is a rule for practical solutions of
equations of high degrees, has not been found as yet. (Excepting the
theory of Graef and Encke, Berlin astronomic annual 1841, which is
very cumbersome, and the theory of Gauss, which refers to equations con
sisting of only three members.
However, it is possible to obtain a very close approximation of the
percentage by a direct method discovered by R. Schurig, whose formula
is as follows:
n-1
3 (n + 1)
200 (n X a — b)
b
P =--------------------- X ----(n + 1) b
nXa
wherein p = percentage, or rate
n = number of periods
a = annuity
b = present value of annuity
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The value of the above formula will be appreciated if one compares
the actual percentage with the result obtained by the formula in the
following problem.
The present value of an annuity of $1,000 for ten years (10 payments)
at 5% interest is $7,721.73. Assuming that the rate is unknown a close
approximation can be obtained by the formula. If the present value,
$7,721.73, is used and substituted for b in Schurig’s formula, the latter
will read:
10-1
200 (10 X 1,000 — 7,721.73)
7,721.73
p =----------------------------------- x ------------(10 + 1) 7,721.73
10 X 1,000

3 (10 + 1)

9

200 (10,000 — 7,721.73)
7,721.73
=----------------------------- x ------------11 X 7,721.73
10,000

33

9

33

(455,654)
X 0.772173

(84,939.03)
log. 455654
log. 84939.03

e
f
= 5.6586352
= 4.9291071

log. d

= 0.7295281

log. e

= 9.8877146—10

d

log. e
log. log. e
log. 9

log. 33
log. log. e2
log. e2

log. e2

log. d

= 0.7295281

= —0.1122854
= 9.0503233—10
= 0.9542425

0.0045658
= 1.5185139
= 8.4860519—10
= —0.0306233

= 9.9693767—10

log. e2 = 9.9693767
log. p

= 0.6989048

p =4.99925%
The above is as nearly correct as is possible, because the amount of
$7,721.73 was obtained by logarithmic calculations and in both cases the
interpolations were made with first differences only. The logarithms were
taken from Vega’s logarithmic tables.
Yours very truly,
New York.
A. L. Gareis.
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